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Legal Dopartmant
Conaco, Inc.
P.0. Box 4783

Hauston, Texas 77210-4783
Deaar Mr. Ochs:

You have asked me to review Conoco's “bid-out” program by which
vertain of Cunoco's interests 1n domestic crude oll production are put up for
sale Lhrough a public bidding program. In particular, you hava agked ma
evaluate whether and 1o what extent the bid-out program can be relied upon
to yield accurate measures of the market valua of the nil at the leage. 1 have
discugsed che desipn and implementarion of the program with Conoco
pursaunwl, Thuve also learned about the operation and nutenmes of the
program during its first few months of activitias.

Counoco's bid-out program is one by which Conoco solicits bids from
unrelated parties to purchase some or all of ils crude oil production in various
producing regiony. For each produciug area thut participates in the program,
Conoco offera tecn percent of Conaco's production volume for sale. For many
arcas, bidders, at their option, may bid for any amount hetween ten percent
and all of Conaco’s crude oil production. Any sale tha occurs under the
program ia an outright cash sale under staudazd terms and conditions. The
teym of the sale 1a for six months; the bid price is established ag a preminm nr
deduction from a relevant posting, generally Koch's. Bids are solicited from
numecrous (over 20) biddexrs. Conoco reserves the right 1o reject all bids;
otherwinc i sella the oil at the highest yualifiad bid price.

Basir aconomic reasoning laads to tha conelucion that the baat
indicarion of fair market value is autrnght cash rransactions between
reasonably informed. unrelated parties with adverce interests in the
transaction. Baaed on my understanding of the dasign and aparstion of
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Canoco's bid-out program, the bid prices revealed will generate n reliable
measure of the fair market value of Conoco’s crude at the lease or in the field.

The design and implementation of the bid-out program clearly meets

the ecanomic criteria for achieving fair market value.

v Conoco provides appropriate information to all interested,
qualified biddars and has itself solicited bida from potentially
interested bidders. Where Conoco has applied its program. there
appears to ba an active and competitive market for crude at the leage
or in the field as demonstrated by the number of potential and actual
bidders. This is consistant with the overall structure of the domestic
crude market in which there is active competition to purchase crude in

the field. No particular number of actual bids, hawever, is required for-

the program to provide a reliable measure of market value. It is only
requived thar the bidding process give effect to the forces of supply and
demand that jointly determine fair market value Based on my
understanding, the Conoco program clearly meets this standard.

. Offering for bid ten percent of Conoco’s volume in any given
producing area i, in general, more than adequate for market forces to
reveal fair market value of the crude. There i& no need for the
percentage to bear any relation to Conoca’s royalty or working interest
obligations in the area, The design of the program provides the
opportunity for markat forces, as expressed in arm’s length bids, to
operate.

) Conoco’s right to refuse to sell some or all of the erude and
wmstead exercise the implicit option economically to purchasa the crude
for itself does not invalidate the high bid price as a measure of fair
market value. Aslong as there i3 a reasonable expectation on the part
of bidders that some amount of crude will be sold in a significant
portion of the bids, hidders will have the incantive to analyze the offer
and prepare bids consistent with their ohjectives and their
understanding of markat conditions.

v The terms of the bid -- the standurd terms and conditions, the
six manth term and pricing basis as a premium or deduction off of the
relevant Koch or other postings - sare consistant with marketing
practicesa in the industry. Consistent with the uae of good marketing
practices intonded to enhance the market value of the crude, yather
than marketing 10% of all rruda that must be trucked from the laasas
on a well-by-well basis, Conoco selects some representative wells in an
area and offers all of the production from those wells for bid. This
method used by Conoco will tend to reduce transaction costs to bidders
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and result in highey bid prices. To the extent the walls are
repressucauive of production in the area, prices under the program will
" represent fair market value for the crude in the area. -

If you have any additional questions or raquest additional information,

please give me a call.
Sincerely yours, /(/
‘Z;/

J . Kalt
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